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Ms Tammy Croote
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Enclosed is an analysis of the MMS proposed rule. Additional comments from the undersigned
associations and their member companies are being filed directly with the MMS.

Sincerely,

it Py

Patricia Dunmire Bragg,
on hehalf of;

INDEPENDENT PETROLEUM ASSOCIATION OF AMERICA
INDEPENDENT PETROLEUM ASSOCIATION OF MOUNTAIN STATES

CHEVRON U.S. A INC.
CONOCO INC.

MARATHON OIL COMPANY
OXY USA INC.
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EXECUTIVE SUMMARY

Barents Group LLC was retammed by Gardere & Wynne, [.L.P. on behalf of a group of
comparnies having significant crude oil production on Federal lands, to assist in analyzing the
Department of Interior, Minerals Management Service’s (MMS) economic analysis of a
proposed rule establishing a new method for valmng oil for royalties due on Federal leases (64
F.R. 73820, published December 30, 1999). These companies are interested o and affected by

the MMS proposal. In making these comments, our intent 1s to assist in the development of an
cffective and workable rule.

Kcy Objectives in the Rulemaking Remain Unaccomplished

In this report, we analyze whether the MMS further supplementary proposed rule on oil royalty

valuation:

a.) Accomplishes 11s intended primary cobjective as stated by MMS of capturing market
value at the lease: “The rule provides for royally payments based on no more than the
value of production at the lease. Where index prices are used to establish value, actual

transportation costs. location differentials, and quality adjustments would be applied in
arriving at the value at the lease.”!

We find the proposed rule does not accomplish its primary objective of capturing
value ai the lease

b.) Accomplishes 1ts secondary intended objectives 1 developing a crude oil valuation
rulemaking *

We find the proposed rule does not accomplish MMS' previously outlined
objectives of creating a rule that will (1) provide certainty to «ll mvoived, (2
simplify royalty valuation, (3) reduce the need for audit, (1) minimize royalty
disputes, and (5) provide maximum flex:hility to adapt o changing market

conditions, dand (6) assure that the taxpayers of this nation get a fair return for
their oil and gas resources

¢.)  Applies the most efficient and fair valuation method from among the menu of teasible
alternatives.

We find that MMS has not adequaiely ar thoroughly explored viable alternatives
and thal these alternatives may be more efficient and fair

d.)  Does so without imposing undue burdens and uncertainties on the private sector.

We find thai MMS does not accomplish these ohjectives and that the proposed
rule would be unnecessarily costly and burdensome.

News Reiease, "MMS Proposes Further Amendments to Federal Crude Oil Valuation Rule)” Minersls
Munngement Service, February 5. 1998.
" Testimony of Sylvia Baca, Acting Assustant Secretary, Minerals Management Service, before the Subcommittee on

Uovernment Management, Information and Technology, House Committee on Government Reform. llouse of
Representatives, May 19, 1999

Barents Group LLC ii January 31, 2000
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Key Questions for the Office of Management and Budget Remain Unanswered

The above stated questions are the key kinds of questions that the Office of Management and
Budget (OMB) generally asks when evaluating an agency’s proposed rule. [n addition to these
queshons, OMB also assesses an agency’s ¢compliance with several relevant laws and executive
orders; namely.

1 FKxecutive (rder {2866 - s the proposed rule (a) economically significant, (bh)
inconsisient with other agencies, (¢} dealing with entitlements/prants, or (d) creating
any novel, legal, policy issues?

OMB has concluded thai the rule dves create (d) novel, legal, and policy issues.
We also find the rule is inconsisient wilth other agencies - particularly the
Federal Energy Regulatory Commission and the Internal Revenue Service.

2. Paperwork Reduction Act -~ What time and cost burdens does the regulation impose
on the private and publhic sectors?

The proposed regularion imposes sigrificant fime and cost burdens on companies
that are much more significant than estimated by MMS. Duv to time constramnty
imposed by a shortened comment period, we are unahle 10 estimate with precision
the extent of these burdens. We have reason to believe that they are grearer than
estimated by MMS. The MMS proposal creates additional burdens not described
in the preamble of the proposed rule

3. Regulatory Flexibility Act - Outlines the analyses an agency must perform for the
general notice of proposed rulemaking and for the final rule.

The vuast mujority of businesses in the oil and gas industry meet the Small
Business Administration's defimtion of small business because they have 500 or
fewer employees, yer the MMS contends that only 43 compamies will be affected
by the proposed rule, and that only nine of these are smatl businesses. We believe
that the impact on smalf producers will be much broader

4 Small Business Regulatory Fairness Act — Is the proposed rule’s impact on the
economy $100 million or preater per year; will it increase prices; and will it adversely
affect competition?

The MMS concluded that the rule will not have an impact on the economy of $100
million vr more per year. MMS has not yet provided sufficient information to
evaluate this finding and we are unable to comment on whether the impact is
greaier than or less than the 3100 miltion threshold until MMS responds (o our
Freedom of Information Act request for this additional information.

3. bxecunve Order [2630 — Does the proposal pose a risk of a taking of private
property. and what are the financial implications of the proposal?

The proposed rule has potential takings imphcations, because royalties would be
wssessed on value added by private-sector assets and services downsiream of the
lewse.

Barents Group LLC iv January 31, 2000
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In summary, based upon the above and MMS’ published responses to them:

¢ We find that MMS has not performed the analysis required to support the choice
of its favored valuation method

¢ We find that MMS has not adeguately supported its decision to dismiss competing
alternatives for accomplishing ity objective.

¢ We find thut the proposed rule imposes undue adminustrative cosis wnd
uncertainty on the public sector und that MMS’ own analysis has understated
those costs.

Barents Group LLC v January 312600
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I. INTRODUCTION

The first section of the report discusses some of the feasible alternative approaches to MMS’
valuation method. MMS has dismissed each of these, but has not performed the analysis
required to fairly evaluate thom and cumpaic i witlh Qe favored proposal. The next
sechons discuss MMS™ compliance with and analysis applicable to the Paperwork Reduction
Act, Execuuve Order 12866, Repulatory Flexibility Act, Small Business Regulatory
Enforcement Act, and Executive Order 12630, In making our comments on the proposed rule,
our intention is to assist in the exploration of feasible altematives and in the development of an
effective and workable rule.

In pencral, we conclude that feasible market-driven valuation altematives are available that (a)
would more reliably yield a market value at the lease and (b) would be far less burdensome on
both industry and the government  Our review of the rule indicates that MMS has a considerable
amount of additional work to do betore 1t can assert that it has fully and carefully considered the
potential impacts of the proposed rule. MMS has not addressed or remedied serious problems
with 1ts proposed valuation method that Barents Group and other commenters have pointed out
previously.  The proposed rule contains numerous ambipuous or unclear provisions that run
counter to MMS’ expressed objective of “certainty” in valuation, and would mpose
administrative and compliance burdens on both the private sector and the government in excess
of what MMS has estimated

2. ALTERNATIVE APPROACHES

MMS has not made a thorough effort to analyze and compare feasible alternative approaches of
which 11 13 already aware. Most importantly, MMS has not investigated which, if any, of its
alternative valuation methods would result in a market value at the lease. This seems to be the
nost central questton of the entre rulemaking effort, yet the MMS apparently has not altempted
to rigorously address it. There may be ways to develop an index based method that is reflective
of market value al the lease, but Barents has analyzed the MMS® chosen alternative and believes
that 1t does not establish the intended goal. Indeed, as we discuss later. MMS® own analysis
indicates that its proposed rule will result in somethmg ather than value ar the lease.

In its Record of Compliance” submission to the OMIB3, MMS mentioned only one alternative to
the rule 1n seclion ()(B) Why alternative upproaches are not SJeasible. MMS stated that it is in
the curly stages of analyzing taking royalties in kind, but asserts (without substantiation) that
royaity-in-kind cannot apply for all leases [In addition, as in previous analyses, MMS comiments
brictly on other alternative approaches suggested in previous comment periods, but states that it
“decmed the alternatives less desirable and mote costly 16 implement than the provisions
included in this further supplementary proposed rule.”™ MMS did not, however, perform a cost
benefit analysis on any of the aliernatives and has not provided suflicient evidence or analysis to

* Recurd of Compliance for a Kulemaking Document, RIN [010-AC09.
* Threshold Analysis, Page &

Barents Group LLC ! Junuary 31, 2000
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support its rejection. The intent of E.Q. 12866 1s for the agency to perform a detailed analysis of
more than one alternative so that it may select the most efficient alternative. MMS simply
presents a few, unsubstantiated reasons for not using the alternatives. As a result. MMS has not
fulfilled the requirements specified in OMB guidance  MMS further potentially biases available
policy options by not including any analysis of royalty-in-kind.

Comprehensive Alternative to Royalty in Value

Taking oil royalues in kind (RIK) is not a new concept for the Department of the Interior The
Department has had a small refiner RIK program for decades. Two versions of this alternative
have been under congressional consideration. In 1998, 17.141 584 barrels of crude oil valued at
$207,828,749 were taken in kind in the small refiner program. On Octaber 28, 1999. MMS
announced that there were three successful bidders for the Pacific RIK program. The three
successiul bidders bid for 16.000 b/d of the 22,000 b/d offered m the sale. The sale for the one-
ycar contract has been estimated te be worth more than $75 miltion.”

A Royalty 1n kind program presents an alternative that efficiently cuts right to the heart of the
government’s royalty valuation problem. By building up its own internal marketing expertise or
by usmg qualified private-sector marketing agents 1o markel its production or, the US.
Government would achieve greater certainty than the proposed rule envisions but would do so in
4 way that i the long run will be less administratively burdensome, and would capture arm’s-
length market values through outright sales, as well as the potential for downstream value.
Indeed, MMS has studied the feasibitity of royalty-in kind for natural pas in the Gull of Mexico.
has mitiated a crude oil royalty-in-kind pilot program in Wyoming, and 1s initiating a crude oi)
royalty-in-kind pilot program lor offshore Texas as well as [or the Stratepic Petroleurn Reserve.
Despite the years of success with RIK programs, MMS states that it does not believe that taking
all l'ederal o1l 1n kind 1s in the best interests of the American public, or that such a program
would enhance royalties. It makes little sense o incur the costs for government, states, and

industry 1o completely restructure the entire crude oil valuation system when MMS (s gaming
expenence with RIK to assess its costs and benefits.

A properly structured royalty-in-kind program would allow MMS 1o achieve its goals without
the unnecessary administrative complexity and burden that would be imposed by MMS’ turther
supplementary proposed rule. An RIK program would result in administrative savings in the
long run to both MMS and lessees. The cost to MMS of performing audits would be
dramaucally reduced as they would be focused on production volumes, not on whether or nol
royalty was based on an arm’s-length price. Similarly. for lessees, an RIK program would result

in reduced audit efforts, reductions in conflicts and litigation, and reduced Teporting
requirements.

During the royalty workshops held from January 18 to January 20, 2000, at various locations in
the United States, a representative of Wyoming commented that:

PRl sedls its royalty 0il, Plars's €xdgram News, 29 October, 1990

Rerrvnte Group LLC 2 .lanuury 34, 2000
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Wyoming reiterates us position that stuies should be alfowed 1o take their production
kind. thus resolving all valuation issues. ®

Further, the Wyoming oificial stated that the state is concerned that the proposed valuation
methodology ™. .to arrive at a netback value from Cushing, Oklahoma may have two opposile
effects, neither one yielding a fair value. An independent’s gross proceeds at the lease may
actually be higher, based on the local supply and demand forces for quality of crude, than Rocky
Mountain Region Value adjusted for transportation.™ To date, officials in Wyoming, the state
with the greatest share of Federal onshore oil production (33.5 percent), are satisfied that RIK is
a workable allernative to all valuation disputes between industry and government.

Table 1 dlustrates the Wyoming share of onshare Federal oil production verses the rest of the
states with onshore federal o1l production in 1958

Table 1: Onshore Federal Oil Production, Wyoming vs. Other Onshore States, 1998
Wyoming

33.5%
37,330,002 bbls

Improved Royalty in Value — Alternatives Superior to Proposed Rule

Industry representatives have recommended the use of tendering programs for valuing ail not
sold at arm’s-length. MMS uses circular reasoning to dismiss tendering as a valuation aption.
MMS stated that it “did not adopt tendering as a peneral alternative in this proposal, hecause
there are meaningful spat prices applicable i all areas other than the Rocky Mountains.” 1n
other words, MMS's argument is tantamount {o saying that “spot prices exist, therefore it is not
necessary: to consider the tendering option.” MMS has not attempied to compare the tendering
and spot price methods through analysis or expenmentation to determine which would lead to
more accurate valuation of oil at the lcase  In effect, MMS sunply assumes that Spot prices are a

 Comments at Royalty Workshops January [&, 2000 to January 20, 2000 read into recond by State of Wyoming,
" Comments at Rayalty Workshops Jacuary 18, 2000 to January 20, 2000 read inlo record hy State of Wyoming

Barents Group LLC 3 January 31, 2000
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superior basis for assessing value — notwithstanding the fact that tendering would yield a value
morce proximate to the location of production, without the burden of quality, location, and
transportation adjustments and notwithstanding that spot prices are reflections of value markets
that are different than the leasc market. The alleped superiority of MMS’s spot price indexing
approach does not logically follow tfrom the fact that spot prices are readily available in many or
most cases.  MMS’ reason for use of spot prices is convenience and certainty.  However,
convenience 1s not & proper objective and certainty has not been obtained.

In addiuon to this flawed reasoning, MMS states that it has substantial concerns about the

potential for manipulation of tendering proprams ® However, in explaming why tendering is an
acceptable alternative in the Rocky Mountain Region, MMS atatcs that it Lus Jesipued

sateguards against mampulation for tendering programs in this region. MMS does nat state why
simular safeguards could not also be established in other regions. MMS states that about two-
thirds of crude oil production in the Rocky Mountain Region is sold at arm’s-length, whereas
MMS believes nationwide about two-thirds of the crude a1l production is disposed of non-arm’s-
lcng[h."’ Al least three liederal lessees, Shell, Texaco, and Conoco currently have tendermng
programs. All three have filed rather extensive explanations m the rulemaking record  Texaco’s
and Conoco’'s are outlined briefly helow

Texaco’s Tendering Propram

After developing a tendering pilot in August 1995, and successfully testing it in the Offshore
Lousiara Gulf, Texaco Exploration and Production Inc. (“TEPI”) implemented tendering
throughout the United States.'” Today, TEPI tenders from approximately 12.5 percent to 20
percent of o1l volumes from its marketing areas and generally an amount at least equal to its
royalty share.  TEPI's tendering program orpanizes marketing areas by oil type. and
transportation method. Texaco believes its tendering program provides market value at the lease,
“smee the value assigned to the production reflects the price received in actual arm’s-length
transactions at the lease in the relevant marketing area™ Tendering can enhance lease market
competiion and ensure that lease market value is realized.  Texaco pays ruyallies based on
values achieved under its tendering program. Indeed, tendering is the basis for valuation of
TEPI's entwre production in cach market area, not just the royalty component. Since initiating its
tendering program 1n 1995, Texaco has found that tendering 10 to 20 percent of production
volumes is more than sufficient to establish competitive prices.

* Minerals Macagement Service, Furiher Supplementary Proposed Rule— Vatuation of Federat Rovalty O, RIN
[016-A009, Threshold Aralysts, December 1999, page §

" 64 Fed Rep. 73824

“Texuco described the tendering program TEPI operatzs in comments filed with MMS on Apnil 6, 1998 and this
discussion is laken largely from those commuents

Burents Group LLC 4 January 31, 2000

LA I ANANANG Pog w8 B prew 1aY i 230032 Repamt diaarvets Bepant deow



Sent by: BARENTS GROUP LLC 2025338573; 02/01/00 0:26; Jetfax #990;Page 14/40

In Texaco’s experience, tendering is less adminstratively burdensome than an mdex or other

nethack methodology that requires difficult, if not impossible, allocations, tracking. reports, and
precedures.

Barents Group LLC 5 Januvary 31, 2000
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Conoco’s Tendering Program

Lnder Conoco’s "bid-out” program, Conoco solicits bids from unrclated parties to purchase
some or all of s crude ol production in various producing regions, and Conoco offers ten
percent of its production volume for sale in each participating producing area  In many arcas.
bidders may hid for any amount between ten and 100 percent of Conoca’s crude oil production,
and each sale that occurs is an outright cash sale. The term of the sale is six months, and the bid
price is established as a premium or deduction from a relevant posting. penerally Koch’s.
Conoco reserves the night to reject all bads: otherwise, i1 sells to the highest bidder. Conoco pays
l'ederal royalties based on the values achieved under its tendering program. In April, 1999,
Conoco sold approximately 6,200 barrels of Gulf of Mexico production per day outright through
1ts lendering program. This represents approximately 50 percent of Conoco's equity production.

Conoco requested that Dr. Joseph Kalt of The Fconomics Resource Croup, Inc. review its
program to cvaluate whether the program could be relied upon to yield accurate measures of the
market valuc at the lease.'' Dr. Kal's conclusion was that “the bid prices reveated will generate
a reliable measure ol the fair market value of Conoco’s crude at the lease or in the field "™ He

further stated that the design and implementation of the bid-out program clearly meet the
economic critena for achieving fair market value.

Arm’s Length Lease Sales

MMS is not the first federal agency that has had to deal with valuation in the context of non-
arm s length transactions, The Intemal Revenue Service deals with the issue conunually, and
has developed some well thought out procedures for such cases. For example. Joseph P Kalt and
Kenneth W. Grant have pointed out that the [RS has set out the prmciple that the fair mnarket
value of a transaction between two affibiztes of the same parent company should be assessed by
reference to comparable ann’s length transactions.” In addition, the IRS recognizes that the use
of arm’s length comparables for valuation may lead to a range of market prices at a given point
m time, and states that “A taxpayer will not be subject to adjustment if its results (all within such
a range.”"® The IRS regulations £o on o state that “a controlled (ransaction meets the arm's
length standard if the results of the transaction are consistent with the results that would have
been realized if the uncontrolled taxpayers had engaged 1n the same transaction under the samc
circumstances (arm’s length result).  However, because jdentical ransactions can rarely be
located, whether a transaction produces an arm’s length result gencrally will be determined by
reference to the results of comparable transactions under comparable circumstances.” The MMS
should consider learning from the IRS s years of experience with this 1ssuc, rather than trying 1o

‘remvent the wheel” and impose a new and contradictory standard to that enforced by anather
federal agency

t Appeadix A of our 1eport dated July 31, 199§ contains a copy of Dr. Kalt’s respomse to Conoco’s request.
Yo, 2

" Kalt and Grant, Declaration of Joseph P. Kalt and Kenneth W Grant, Januacy 31,2000, p 17

T2 CFR 1 Sec | 4821 (4-1-99 edition) al 485.

Burents Group LLC 6 January 31, 2000
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MMS asserts that State and MMS-commissioned studies found that “major producers have few
truly outright sales.”"® At the July 22, 1998 Senate meeting, when asked why tendering or the
other Rocky Mountain benchmarks could not be used elsewhere. MMS Director Cynthia
Quarterman stated that there are few actual arm s-length sales in the Gulf of Mexico and that
valid spol prices exist there.  MMS states that although using supposedly comparable arm'’s-
length sales in the field or area has been suggested by conunenters as a valuation methodology,
MMS states that commenters have not demonstrated the consistent existence or availability of
significant volumes of these transactions '® For this reason, MMS dismisses this altemative as an
adequate valuation method.

While MMS has not released good data on the percentage of production sold arm’s-length a1 the
lease, a very substantial share of crude oil production is currently durectly sold o valued arm’s
lenyth at the lease given the expanded use of tendering programs. As a rough estimate of arm’s-
length sales in the Gulf of Mexico (GOM), we use 1998 OGOR operated production data 1o
estimate the share of crude oi] production that may be dircetly valued an’s-length at the lease
rather than through the use of a downstream value with adjustments. This calculation, shown in
Table 2. inihally assumes that producers with refineries, in general, sell production non-arm’s-
lenath '’ This accounts for 74.7 percent of operated production The operators with tenderning
programs, Conoco, Shell, and Texaco, account for 32 3 percent of 1otal operated GOM crude oil
production. Because the value recerved in tendering programs is used to establish value for the
lessce’s erude o1l that 13 not disposed of through a tendering program, we consider all of 1his
crude to be valued anm’s-length. This share, plus the remaining 25.3 percent of production of

operators without refining capacity equals 57 7 percent of totai production that may be sold or
valued armn’s length,

The share of onshore production sold arm’s length likely 15 substantially higher due 1o the greater
prevalence of independent produccers onshore. Fven the Gulf of Mexico arm’s-length estimate
mmay be understated because lessees with refinery capacity, but without tendering programs, also
sell some of their producton arm’s-length.  On the other hand. producers without refinery
capacity sell some of their production non-arm’s length.

" aa Fod Reg. 73820
" &4 I'cd Rop, 73824
Y For this analysis. we have assumed that all operators with refining capacity scll all of their oparated production
non-aim’s-length, and that all operators without refining capacity sell all of their uperated production arm’s-length,
This estimale 1s rough because (1) OGOR reparts royalty o production by nperator, net hy payor or lessec, (2)
opetators with refinung capacity do sell royalty oil arm’s-length, and (3} we have assumed that all operutors without

reficing, capacity wiil sell all of their operated ol arm’s-length, without accounting for those operators with
marketing afiihiates

Barcrnts Group LLC 7 January 31, 2001
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Table 2

Gulf of Mexico Operated Crude Oil Production Potentially Sold or Valued Arm’s Length,
in Barrels, 1998

Operator Category Amount Share of
Production
Total ‘ 443 843,589 106.0%
Operators with tendering programs 143,465 658 32.3%
Operators without refinery capacity | 112,464 333 25.3%

Total Operators without refinery
capacity and Operators tendering

prgductiu_g 255,929,991 ST.T%

Empincal analysis by Kalt and Grant shows that arny’s-length sales in any given field account for
a significant share of production. In addition, Kalt and Grant provide evidence that there is
plenty of competiion among sellers and among buyers at the fieid level to conclude that ann’s.
length prices at the lease reflect competitive market values al the lease.

Kait and Grant state that “Publicly available data clearly mdicate that there exist thousands of
sellers or crude oil who participate in lease-level transactions, and the vast majority of these are
not integraled into the refining segment of the industry.”'® For example, the authors cite the
following:

¢ There were nearly 75 producers in the Guif of Mexico in the 19905
¢ There were more than 1000 operators in Texas, New Mexico, Oklahoma, and Louisiana.
¢ There were more than 300 operators in the Rocky Mountain Region.

The authors state that the maijonty of thece cnmpanies ppecializo in leasc-lovel tr ausaviions and
do not participate i downstream transactions or refinery aperations.

Kalt and Grant also argue that an active buyers market does exist at the lease, and the {act that
there exist no sipnificant barriers to entry far buying at leases in a given ficeld reintorces the
exastence of marketl competition at the lease. Therefore, in markets where only a few buyers are
present, the potential for new market entrants ensures that prices are competitive

3. IMPORTANT CONCERNS RAISED RY OMB REMAIN UNANSWERED

Although MMS has abandoned g proposed information collection form that was rejected by
OMB. a number of the concerns that OMRB raised regarding that (orm still apply o the MMS’
further supplementary proposed rulemaking dated December 30. 1999 When OMB rejected the

"* Kalt and Grant. Decluration of Joseph P. Kalt and Kenneth W Grane, January 31, 2000, p. 8
e -
[bid,
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proposed form on April 1S, 1997, it stated that MMS should address the following concerns
betore submutling a new request for an information collection.

A. MMS must provide cliear mstructions to eliminate potential misunderstandings;

B. MMS must consider turther reducing the universe of respondents required to submit
information; and

C. MMS must further detail how this information will be used to calculate the location
differentials required in this rulemaking *°

The concerns expressed by OMB on April 15, 1997, in its previous rejection, remain unanswered
and unsatisfied by MMS. Further, while the previously proposed form is no lnnger required to
implement the proposed rule, the issues associated with the information on the form and much of
the record-keeping burden that was associated with the form remains. We discuss how each of
OMB'’s concerns apply to and remain problematic in the current supplementary propoased rule.

A. Can the agency better define the necessary steps in order to eliminate the potential for
misunderstandings?

Ehmmation of potential misunderstandings 15 an important poal of the rulemaking process. In
order to properly conduct the following analyses required by the OMR, regulations must be clear
and well defined:  Executive Order 12866, Regulatory [lexibility, Small Business Regulatory
Iairness, Executive Order 12630, Paperwork Reduction Act The supplementary proposed rule
leaves much discretion for MMS interpretation and fails to outline tho exact Steps companics arc
required to perform to comply with the rule. The proposed rule cannol be fully evaluated
because it is not specitic regarding key calculations in the valuation process, and contains so
many discretionary elements. More importantly, failure te consider the impacts of the rule’s
vapueness has caused the MMS to underestimate the number of parties that would be affected by
1it, and the compliance time and costs that would be mmposed by it. The issues of uncertainty and

MM discretion are discussed in more detail in Section § which discusses Exceutive Orde;
12866.

B. Can the agency reduce the universe of respondents?

A primary tocus of the Regulatory Flexibility Act (5 US.C. Sec. 601 et s€q.) 1s 10 minimize
adverse impacts on small business A regulatory basis is required that is judicially reviewable.
OMRB must consider efficiencies of scale that could disproportionately harm small campanies
and lead to further industry consohdation. Small businesses will be aflfected by this rule.
According to the MMS, 95 3 percent of the 800 payors thar pay oil royalties ou federal property
are small businesses as defined by the Smail Business Admimstration (5BA).

Although the MMS claims that only 45 of 800 payors will be affected Ly the rule, the proposed
rulemaking is likely to add additional burdens on all respondents. MMS has failed to recognize
or evaluate the burden on all respondents. Lor example, by changing the current transportation

* Paperwork Action Sumimary. Office of Maragement and Budget, Office of Information and Regulatary Affairs. April
1y, 1997,

Barents Growp LLC 0 January 31, 2000
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allowance methodology, MMS s presenting pipeline owners with the additional burdens of
calculating an MMS-prescribed measure of ““actual transportanion costs” that is inconsistent with
cost measures used 1n the industry or imposed by other regulation: and of creating and providing
paperwork to alfiliates and other shippers, so that they may properly calculate their
transportation allowances. MMS has also failed to properly address the fact that the proposed
rule will also impact royally payors who:

—

are independent producers, with no refining capacity;

t2

are small businesses, as defined by the SBA: and

3. have a marketing affiliate

This type of producer wiil have to value its o1l using MMS’ proposed index based method when
transacting with its marketing affiliales. Becausc the MMS has not accounted for the impacts on
this kind of seller, the MMS has underestimated the economic impacts, the paperwork effects,
and the small business impacts of the rule. Implications for the Regulatory Ilexibility Act are
discussed 1n more detail in Section 6.

C. How will the information be used to calculate location/quality differentials?

MMS' experience in designing the abandoned MMS Form 4415 helps to illustrate the
complexity and specificity of market-based quality, location. and transportation differentials
implicit in the market value of oil at locations remiole from the lease. The question MMS must
stop and ask self is, how should a seiler apply the proposed rule 10 properly caleulate the quality
and location differentials and transportation allowances when using the index-based valuation
method? This major industry concern was expressed during the most recent round of MMS oil
valuation workshops, The provisions regarding the required frequency and aciual calculation
methods outhned in the proposed rule are unclear and ambiguous. To reiterate. 1t is ditficult to
properly evaluale the consequences of a proposed rulemaking if so much uncertainty exists. This
is one of the areas of greatest uncertainty with very significant cconomic ramifications
Section 5 we review some of our previous comments on the proposed valuation method to which
MMS has not adequately responded.

4. PAPERWORK REDUCTION ACT

The MMS 15 requesting comments under the Paperwork Reduction Act for the informaton
collections associated with the further supplementary proposed rulernaking. The Act states that
an agency musl measure hurden in terms of the time, effort, and financial resources the public
must commit 1o comply with a request, including the time it takes for the following:

* Reviewing insiructions;
¢ Using technology to collect, process, and disclose information:
¢ Adjusting existing practices 10 comply with the requirements:
® Searching data sources;
¢ Completing and reviewing the response; and
Barents Group LLC 0 January 31, 2000
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¢ Transmitting or disclosing imformatjon.

MMS® Paperwork Burden Estimate

MMS estimates the annual burden associated with this rule 10 be 17.711.5 hours and S8B8.575.
MMS has derived these estimates based on its assumption that only 45 of 800 payors will be
affected by the rule. MMS states that the affected payors are those who have refimng capacity.
detined as either (a) a major integrated producer with refinery capacity, (b) a large, independent
producer/marketer with 1efinery capacity; or (¢) a small, independent producer with retinery
capacity. As we have previously described. many more payors will be affected by the rule than
cstimated by MMS in the burden estimate.  Although we are not able to quantify the number of
payors that will be affected by the rule, the burden estimate may be sigmificantly higher than the
anrual MMS’ estimated burden of 17,7115 hours and $888 575. In addition, given that the
proposed rule drastically changes the way royalty oil is valued, for MMS to assume that less than
one-quarter of the payors affected by the rule will seek MM instruction, counsel, and review 1s
incorrect and underestimates (he burden associaled with the rule

Uniike previous versions of the rule, MMS docs assess burden (0 certain activities impacted by
the rule, ke communication with the MMS for clarification of 1ssues.  MMS separates
administration ¢osts Into the categories. ln caleulating the burden associated with collecting
fornation on the differentials vsed in exchanpe agreements in order to properly value oil sold
non-arm’s-lenpgth, MMS classified lessees into three separate categories:  those with annual
production of more than 30 million barrels (13 lessees). those with annual production between 10
and 30 million barrels (4 lessees), and those with amnual production of less than [0 million
barrels (28 lessees). !

The MMS underestimates the burden assoclated with the proposed rulemaking for at least two
reasons. First, by assuming that only payors with refining capacity will be affected by the rule.
MMS implicitly neglects to include the alTect on small imdependent producers that have no
refning capacity, but do have marketing affiliates. Secondly, by not analyzing the impact of the
rule on lessees (not payors) the MMS has inadequately estimated the burden of this rule.

When estimating the burden associated with this rule, MMS has failed to consider the following
issucs that arise from the proposed rule:

¢ FPayors paying on behalf of lessees will pass the cost of any incremental increase in
royalty burden resulting trom the proposed rule to their lessces. We do 1ot know the
exact number of federal crude oil lessees, but there are 23.000 lessees with both pas and
crude o1l We would assume at least half would have either crude oil anly or combined

©OAL this point, it is important to once again clarity the distinction between a federal lessee and a payor  This
distinetion 15 important when trying to understand the burden assocrated wirh this rule, as it defines the number of
partics thal will be affected by the rule. In performing the E 0. 12866 calculations, MMS states that 45 payors will
be aflecled by the rule A payor 15 the designated party who makes royalty payments on behalf of the lessce
However, when analyzing the burden associated with compliance, MMS refers to the number of lessees, or title
interest owners. that will have a burden impact

Barents Group LLC i January 31, 2000)
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crude oil and gas production. As a result, many thousands of lessees are likely to be
financially affected by the proposed rule.

¢ Companies will need to evaluate the meaning of the rule and train employees. because
the rule departs from the traditional way in which equity crude oil is valued. Additional
costs will be associated with setting up and maintaining a separate system to keep track

of royalty oil as the equity system will stil} be required to handle all leases for revenue
PUrposes.

¢ Addilional burden associated with making special two-year election determination:
requires maintenance and reelection every two vears

¢ Additional burden associated with choosing and maintaining  the acceptable

recommendations for quality, location, and transportation differentials, and indexing
methodology.

¢ Addinonal burden associaled with presenting unspecitied materials and documentation
necessary tor MM to decide whether companies are affitiates.

Although the MMS has estimated the cost associated with 2 number of issues for which payors
right contact the MMS, the MMS has still failed 1o adequately address the impact of this rute on
Thiee thut must change their modee of operation.  This rulc prescnts a sigidlicant burden o
payors; and payors, lessees, and operators are keenly interested in the specific ways in which
they will be required to operate. Perhaps burden cstimating is not a precise science, but by
failing to acknowledge the full scope of the rule’s impact, the MMS is not operating within the
framework or intent of the Paperwork Reduction Act,

Audit Costs

MM “lhreshold Analysis™ asserts that the [urther supplementary proposed rule would reduce
audit costs to both industry and MMS, relative to the burdens under current valuation rules. <
MMS estimates that, “the proposed rule’s certainty would reduce payors’ legal and other
admimistrative costs on Federal leases by at least S million dollars annually . due to an
expected reduction 1n valuation disputes.

However, MMS” proposal may simply replace existing audit costs and uncertainty with new
Kinds of audit costs and uncertamty. The praposal that lessees select their own market centers
for index pricing’’ and derive their own quality adjustment has the potential 10 become a
compliance nightmare for lessees, and audit niphtmare for both MMS and lessees. MMS has not
provided specific guidance on how market centers should be chosen, how quality adjustments
should be estimated, or how MMS will evaluate the appropniateness of these choices and
adjustments, which are likely to vary from lessee to lessece  The lack of guidance is likely to lead

" Minerals Management Scrvice, Threshold Analysis, p 71-22,
3 . - -
* As mentioned elsewhere in our commentary, for example, one market center may be located closest o a Ziven

lease, while 4 more distant market center may havs crude that is closer in guality 1o that produced from the lease. In
such as case, it is not clear o priori which market center should be chosen for index pricing.

Burenis Group LLC 12 January 31, 2000
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to additional requests to MMS for advice on valuation. MMS' commentary on its further
supplementary proposed rule does not consider the administrative costs this provision will
impose on both lessees and the MMS itself, and 11 has not considered the uncertainty this
provision will introduce into the process. MMS has not demonstrated that the cost and
uncertainty will be less than under the current valuation rule.

For some large companies, the caleulation of arm’s-length gross proceeds will be difficult and
costly. Under the proposed rule, a lessee that disposes of production both arm’s length and non-
arm’s lenpth must value its arm’s-length production usmg gross proceeds and ils non-arm's
length production using index prices. Gross proceeds are calculated using a monthly weighted-
average price.  Some company accounting and business systems are not currently designed to
compute weighted average prices that are linked with specific lease agreements. This is due to
differences between upstreamn and downstream accounting systems. As a result, the large
number of arm’s-lenpth sales and the multiple {ocations where such sales occur during a given
month will result in the imposition of a very snhstantial burden on these companies. We spoke
with one large company that previously computed weighted-average prices for natural 2as
dispositions and were told that this effort required 40 annual staff positions to perform. This
company has estmated that a similar or greater number of positions will be required il the
proposed rule 1s not changed. The annual cost of mamtaining this staff will be approximately $2
mill:on. In addition, this company estimates that first year computer system costs of $20 million
to $25 million will be required to implemem this system We understand that other companics
will face similar costs although they have been unable to provide specific figures

5. EXECUTIVE ORDER 12866

Under Executive Order1 2866, agencies are required to perform a detailed cost-benefit analysis of
proposed rules that either (a) are economically significant, (b) are inconsistent with other
agencies, (c) deal with entitlemments/grants, or {d) raises any novel, legal, policy issues. While
MMS does not consider this further supplementary proposed rile to he economically significant,
OMB has previously found that the proposed rule rases novel legal and policy issues. 'This
section describes the concerns we have wath the accuracy and thoroughness of MMS® analysis
relevant to E O 12866. Barents Group has raised a number of these issues 1n comuments on
previous versions of the proposed rule, but MMS has yet to provide a substantive analysis of a
number of key 1ssues.

We were unable 1o obtain the data underlying MMS’ Tlireshold Analysis, dated December 1999
thus, we cannot provide a detailed evaluation of its estimates. However, we do not belicve
MMS" analysis has changed substantially from the economic analysis completed for the
proposed rule published in 63 Fed Reg. 6113, and theretore, belicve the key criticisms in our
report dated Apnil 7, 1998 continue to apply to the methodological and mathematical approach
MMS used in analyzing the impact of the rule®®  Because the MMS did not provide the
underlying data to the public, we submitted a Freedom of Information Act Request (FOLA) to the
Mincrals Management Service on January 23, 2000. In the FOIA Request, we asked that the

“ See Barents' Report, Analysts of MMS' Economic Analysis of Praposed Federal Oil Valuation Rule Linder
Excoutive Order (2866, April 7, 1998
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MMS provide all documents, data and information including all spreadsheets and supporting
workpapers used in or relative to performing the Exccutive QOrder 12866 analysis ** It is not
possible 1o perform a realistic analysis of MMS’ F.Q. 12866 estimates before we recoive the
imformation we have requested.

Given the available information, we conclude that MMS has not mvestigated the cosrs and
benefits of feasible alternatives to its rule in the level of detail that would be required to
determine which valuation approach would accomplish its stated objectives most efliciently and
at lowest cost  Furthermare, the proposed rule would lead to considerable uncertainly among
lessees reparding how to interpret and apply the proposed valuation method, and would create
uncertainty by leaving MMS with considerable discretion over how to mterpret and apply it in
specific eases  Relow, we support these conclusions by discussing elements of MMS’ proposed
valuation method that raise concerns and require further analysis,

Barents Comments of April 7, 1998 Not Addressed by MMS

Throughout the federal oil valuation rulemaking process, Barents Group®® and others have
commented on a variety of issues dealing with the burden the proposed rulemaking imposes on
affected partics.  Since the beginming, we have had serious doubis regarding MMS®
methedological assumptions, which have led us to suggest and evaluate a series of alternatives.
We have analyzed a number of fundamental issues thal lead us to believe that the MMS’
proposed rule 1s fundamentally flawed  The following points highlight the issues we raised in
our previously filed comments that have not yet been substantively addressed by the MMS.

I. The MMS valuation method does not yield fair market value Jor crude oil at the lease.

Onginal Barents comments. MMS has not attempted 10 determine whether its proposed
valuation method results in fair and reasonable estimates of crude oil value at the lease. The
proposition that MMS’ valuation method will yield fair market values for crude at the lease
remains an untested assertion.

MMS® response. MMS has asserted that, “. generally there is no price transparency at the
lease or field level. None of the comments submnitted throughout this nearly four-year
rulemaking effort demonstrated that as a peneral rule a competitive market exists at the lease.”™’
MMS has not published any estimates that attempt to compare those prices at the lease that are
observable to the prices that would result trom its proposed valuation method

MMS’ response does not address the comment. There are theoretical and practical reasons to
question MMS’s further supplementary proposed rule. Fven though the proposed rule’s changes

2 The FOIA also requested all estunates of the burden associated with the Regulatory [Flexibiity Act, the Small
Busmess Regulatory Enforcement Fairness Act, the Unfunded Mandates Reform Act, Takings, Federalism. Civil
Justice Reform, and the Paperwork Reduction Act.

™ “Analysis Of The Department Of Interior, Mincrals Management Service Proposed Rule Eswblishima Oil Value
For Royaity Due On Federal Leases And On Sales Of Federal Royalty Oi,” Bareats Group 1.1.C, May 28, 1997,
764 Fed Reg. 73820
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represent a major departurc from the current rules. MMS has not adequately tested its valuation
methodology to determine whether it yields accurate market values at the lease, and we believe it
does not represent value at the lease It is nor known how well its method’s calculated values
match up with prices in actual arm’s length transactions. MMS's evaluation of five (MMS-
selected) alternative valuation approaches is inadequate aud does not reflect a careful analysis of
the relative menits and likely accuracy of each proposal.

2. FERC tariffs provide a ready, relinble method for calculating transportation costs.

Original Barents comments. Disallowing the use of FERC taritts is burdensome, expensive,
and mequutable. The proposed rule requires that companies make transportation adjustments
based on “actual costs” and eliminates the lessee’s ability to use FERC and State-approved taniis
when computing royalties.  This requirement will result in substantial compliance and
administrative costs and inequitics  Additionally, snhstautial costs will be incurred by many
ppeline companies, and competing shippers will be treated inconsistently

If a contract involves production from more than one lease, there could be ditferem

transportation arrangements from each lease, adding to the effort required to construct actual
cOsts.

The establishment of cost-based tariffs is a highly labor-intensive process and often requires
incuring outside consulting and legal fees that FINRC was largely able to eliminate through

regulatory action taken in 1993, MMS would effectively ¢liminate all cost savings that FERC
achieved in this area.

In 1ts comments filed with MMS on May 27 1997, Chevron Pipeline Company (CPL), a
common carrter, discusses the burden that the disallowance of FERC tariffs will IMpose o 1,
and also on MMS. The proposed rule details what may be included in “actual costs”, and the
“regolations do not track the manner in which CI'L is required to maimain records under the
Uniform System of Accounts for OQil Pipelines established by the FERC... Nor do the MMS
regulations caiculate a pipeline’s costs in the same manner as the FERC does in determining if a
pipeline’s rates are just and reasonable under the 1CA [Interstate Conunerce f’u:l].”2R Complying
with the proposed regulations would require that CPL generate new and different financial
analyses and records than it keeps i the ordinary course of business.

Not only will the requirement 10 use “actual” transportation costs place a huge burden on
pipeline companies and their affiliates, but 1t also creates inequities because the rule only
requires companies affiliated with a transportation company 1o use “acrual costs”. 1f a slupper 1y
unalfiliated with a pipeline, it may contmue to pay FERC tariffs to the unatfiliated pipelinc. This
resulls i shippers with an equity interest i a pipeline being required to use “actual cost”
calculated according to MMS rules, while competitors could deduct higher actual tarifts tor
shipments through the same pipeline. This can also place companies with an equity interest in.
or atfilialed with, a pipeline at a competitive disadvantage

™ Chevron Pipeline Campany comments to Minerals Management Service, page 8. May 27,1607
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VMR’ response. “This supplementary proposed rule continues MMS’s position that FLRC
tari*s should not be permuitted as a substitute for actual costs in non-arm’s-length situations. We
continue to believe that FERC tariffs oftcn exceed the transporte:’s actual costs. MMS
continues to maintain that it is fair to allow a lessee with an arm’s-length transportation contract
to use the amount it pays to the pipeline while limiting a producer transporting over 15 own
pipeline (o 11y actual costs. In both cases the amount allowed represents the actual costs incurred
to transport the oil. MMS also maintains that where producing and transporting affiliates are
involved, the entiy claiming the allowance should be able to acquire any needed records [tom its
affiliate. It may be true that audit costs could be somewhat higher without the FERC tarifl
option. However, we believe that the principle of permutung only actual costs. in¢luding a
reasonable rate of return, is consistent with longstanding rovalty valuation and allowance
principles and fairly and reasonably protects the public interest.”””

VIMS’ response does not address the comment. MMS continues to miss two kay points: that
the relevant actuat cost of transportation should include the pipeline owner’s opportunity cosl —
not simply its outlays or expenditures incurred in operating the pipeline — and that the rule will
nopact the competitive positions of market participants. MMS is effectively denying to pipeline
owners recovery of their full opportunity cost of transporting their own o1l through their own
pipelmes, while effectively allowing a similar cost (embedded in the FERC ariff) for lessees
who do not own pipelines. This creates a tilled playing field. MMS has not addressed the
impacts on competition, or on the structure of the market, that would result [rom allowinp

different transportation deductions to different lessees depending on whether they are pipeline
OWNErs.

3. MMS has substituted spot prices for futurey prices as the starting point Sor valuation, hut
relies on the same erroneous reasoning.

Original Barents comments. A key conceplual problem with MMS’ previous choice of the

NYMEX futures price as the starting point for royalty valuations was that “MMS had 1t exactly
backwards in concluding that oil markets are “driven” by the futures market, because the futurcs
price is necessarily derivative from market prices.”

MMS’ response. In its further supplemcentary proposed ule, MMS now siates that, “In the
Lruted States, with the exception of the Rocky Mountain Repion, spot and related index-type
prices drive the manner in which crude oil is boughs and traded” [emphasis added] MMS pocs
on to state that, “We believe spol prices are the best indicator of value for production from leases
outside the Rocky Mountain Region.  Therefore, it is not necessary to consider other, less
accurate means of valuing production not sold at arm’s length for regions outside the Rocky
Mountains.” MMS attempts to support these assertions with the further assertion that, “"Spot
prices play a significant role in crude oil marketing. They form a basis on which deals arc

negotiated and priced and are readily available to lessecs via price reporting services.” (64 Fed.
Reg. 73832)

* 64 Fed. Reg. 73834-73835.
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MMS’ response does not address the comment. The fact that spot prices may play a
sigmficant role in the market, and thal average or assessed spot prices may be readily observed
1s not sulTicient to demonstrate that spot prices can be used as a basis for accurately valuing oil at
the lease. Support for these assertions can only be provided by a careful empirical analysis,
which MMS apparently has not done. For exampie, MMS has not demonstrated that each of the
spot markets 1o be referenced for index pricing has sufficient volume, depth, and frequency of
trading to provide consistently rehiable indicators of market value. Indeed, unlike in its original
proposed rule, MMS has not even included a list of proposed market centers in its current
proposal. At no point in the regulatory process has MMS supported the claims that spot prices
“drive” the market and that they are a reliable indicator of value for the purpose MMS proposes
- let alone the best indicator of value. We wander how MMS ¢an assert that one or another
index 1s “best” when it apparently has not done the requisite analysis.

MMS stated that comments by workshop participants helped to convince MMS that an index-
based methodology using spot prices would be an improvement over using NYMEX . We might
agree with that narrow point:  using spot prices is a slight improvement over using both spot
prices and NYMEX (MMS’s original proposal), but only in the sense that it eliminates one of the
flawed steps in MMS’s original proposal that wonld have removed valuation of oil even farther
from the lease. However, it does not follow from this point that the use of spot prices is the hest
method among the feasible altemative methods. Removing one flawed step from a multi-flawed
approach does not necessarily improve the approach.

Not only are spot prices a dulnous value index. but there is empirical evidence to support the
notion that posted prices are widely used as the basis [or outright arm’s length sales at the lcase

- contrary to MMS’ continued assertions that posted prices do not reflect market values. The
MMS has rejected the use of posted prices based on unsupported assertions that posted prices are
not meaningfully employed in actual transactions and/or are tainted by a lack ot competition in
lease-level commerce. However, Kalt and Grant have found thar,

“As a general rule. based on repeated results for oil field after oil field in the US,
posted prices lie within the range of prices struck in arm's-length comparable
transactions .. Specifically, posted prices (and transactions at posted price} commonly
lie withun the range of prices that defines marker velue, as ahserved in owtrigzhi purchases
and sales of crude 0il in the field Moreover, this conclusion is not confined to onshore
producing areas  The same patiern is revealed offshore **

Overall, for those observations within our dala that provide the underlying pricing basus,
upproximately one-third of such transactions are ul a posted price  For the Cowden und
Amos Drow fzelds approxima[e[y [hree-qunr.'.ort u_/ all such rransactions ... are af

posted price. In the offshore case of Eugene Island  virtually all of the arm s-length
transactions are at « posted price.

* Declaration of Joseph P, Kall and Kenneth W. Grant, Harvard University and f.execon Inc., January 31, 2000
Comments (Hed with the Minerals Managemrent Service,
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In other words, the empincal evidence indicates that posted prices are mos merely arbitrary

placeholders used in intracompany transfers and intercompany exchanges (as MMS has argued),
but actually reflect fair market value based on competitive forces,

4. MMS has not provided any evidence or analysis to support its position that spot prices gre
a reliable basis for determining value at the lease.

¢ Original Barents comments. One of the inherent problems with using spot prices as
valuatton mdices is that they reflect only one sepment of the market, and 1ignore the values
set in term contracts and exchange agreements. Spot prices represent the cost of obtaining
crude for dehivery within 30 days. By contrast, a grear deal of market activily is accounted
for by longer-term contracting arrangements - chiefly refineries contracting for a stable
supply of crude over a period of many months. Refiners commonly turn to spot markets to
balance out shon-terin supply/demand imbalances, but rely on longer-term contracts to mect
most of their needs. Depending on supply and demand conditions at any given point in time,
spot market prices could represent either a premium or discount relative 10 term contract
prices  These facts lead to the conclusion that price discovery in spot markcts is bound 10 be
somewhat Iimited.  The large volume of oil that changes hands outside of spot markets

should raise doubts about the ability of average spot prices to function as indicators of market
value at the lease.

¢ Original Barents comments. Published spat price “assessments” are based on a limited
pollng of traders in each market plus the judgments of the publications’ weporters. They do
not reflect an average of spot transactions or ever the price in any particular transaction. In
some cases, they represent bids and offers 10 buy or sell crude oil, but not necessarily [inal,
murket clearing sales prices. Problems with spot markct assessments published by reporting
services were cited as the reason the Department of Energy ended its long-standing practice
of pricing crude from the Elk Hills Naval Petroleum Reserve (NPR) based on the average ot
spot prices published by Reuters News Scrvice aud Telorate for ANS and Line 63 crude.

¢ Original Barents comments. On some days, there may be no spat trading, so the quoted
price may simply be the same price as reported on the previous day or may reflect a
judgment call by the publication’s analysts based on informauen from other markets o
recent price differentials with more active markets. In thinly traded markets, the assessed
pricc may reflect infonnation {rom the trades of just a few market participants and, therefore,
may rellect the unique circumstances of these participants and may not be reliable indicators
of the underlying market condiuons.

MMS’ response. MMS has not direetly replied to any of these criticisms. The turther
supplementary proposed rule provides no evidence that MMS has investipated these problems or

analyzed how these problems would impact the valuations resulting from their proposed spot-
price-based valuation methad.
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5. Muttiple differentials exist when attempting 1o value crade oif starting with an index price—
not just quality, location, and transportation.

Original Barents comments. The transportation cost deduction permitted under the proposed
valuation method results in an upward bias in the o0i] value assessed for royalty purposes. The
proposed rule includes the value of certain downstream services in its caleulations of royalty
value, resulting in an upward bias in royalty value The price differential between the lease and
the ultinate disposal point for a given grade and quality of oil is not the same as the cost of
transporting that o1l from the lease 10 the offlease disposal point — the differential is generally
greater than the costs of transportation. Therelore, starting from some market center Spot price
and backing off the cost of transportation as a means of calculating a value at the lease will bias
the calculated value of the crnde upward to the extent that additional services (such as
aggregation and marketing) add value 10 the crude between these two locations.

MMS’ response. MMS has made revisions to its prescribed method for calculating,
transportation costs (such as improving the pipeline depreciation allowance), but MMS still
contends that transportation cost, location, and quality adjustments are the only adjustments
needed to translate a downstream market price into a market value at the lease. MMS has also
requested comments on the appropriate rate of return to allow in its preseribed “actual cost™
calculations.

MMS® response does not address the comment. Although MMS has proposed a change in its
fransportation aliowance calculation, the change does not address the central criticism thal
downstream  wvalue encompasses more  than ransportation  costs,  location, and uality
differentials.  While MMS™ proposed changes would moderate the economic unpact of the

proposed rule, it does not address the comphance costs and does not allow a deduction that
would guarantee producers a good measure of lease value.

Problems with the New Proposal

MBS states that e use uf ns proposed index-pased pricing would bnng certainty to the
valuation process, yet sufficiently many details are left unexplained in the proposed rule that
ceriainty 1s unlikely to be achieved. In the case of several key sections of the proposed rule, no
guidance 1s provided to lessees on how adjustinents or allowances should be caleulated or
estimated, or on how MMS will judge the reasonablencss of lessees’ calculations and estnnates.
Important aspects of how one makes transportation, location, and Guality adjustments are missing
from the proposed rule. In a number of situations, lessces will need (o apply to MMS for
guidance. MMS will continue to retain considerable discretion over how to apply its proposed
rule. The Appendix to this report lists and discusses 13 specific instances where uncertainty or

ambipuity remains, and where MMS will be allowed to exercise discretion rather than follow
rules or methods established 1n advance.

For example, consider the Califorma independent producer that is brought under the index
pricing method. The lessce must start with the average of the daily mean ANS spol price for the
calendar month preceding the production month.  This average daily mean is nat published, and
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so the lessee must first obtain the data and then calculate the average daily mean for the
appropriate month. The ANS spot price must then be adjusted for location and qualty
differentials. The allowable differentials vary depending on the disposal point and require the
lessee to select from a complex “menu of options.”

The lessee must scleet the appropriate adjustuicuts and be able 0 demonsirate 10 MIVES which
adjustments were used. The methodology is similar for the rest of the country, excluding the
Rocky Mountain area, but rather than using the ANS spot price, the lessee must begin with the
published spot price for the market center closest to the lease and ol smaller equity.

The complexity of the proposed oil valuation rule is illustrated in the flowchart attached at the
end of this report.  Further detailed examples of the lack of clarity and the scope for MMS
discretion are provided in the appendix.

6. REGULATORY FLEXIBILITY ACT AND SMALL BUSINESS REGULATORY
ENFORCEMENT ACT

The Regulatory Flexability Act of 1980 outlines the analyses an agency must perform for the
peneral notice of proposed rulemaking and for the final rule. The Smaill Business Regulatory
Enforcement Act outlines the additional requirement that regulations having an annual effect on
the economy of $100 million or more be evaluated by the Comptraller General. In its Threshold
Analysis, MMS contends that the further supplementary rule will not have a significant
cconomic effect on a substantial number of small entities.

MMS contends that only 45 companies will be affected by the proposed rule, and that only nine
ol these are small businesses.’' We believe that the impact on small producers will be much
broader. These costs have neither been recognized nor seriously considered by the Department.
Indeed, notwithstanding numerous attempts to call the burden to the Department’s allention, it
conuinues to insist that there is no significant small business tmpact

The vast majority of businesses in the oil and gas industry meet the Small Business
Adminstration’s definition of small business because they have 500 or fewer employees.
Refineries with 1500 ¢r fewer employees meci the Small Business Administration’s definition of
small business. Indeed, MMS states that 764 (95.5 percent) of the 800 businesses tial pay
royalties to MMS on oil produced from federal leases are small businesses as defined by the
Small Business Administration  No data are yet available to accurately quantity these effects.
This brief discussion qualitatively describes these effects on small business,

Y See 63 F.R. 6113 published February 6. 1998, subsequent modification 63 F.R. 318355 published July 16, 1998,

and subscquent modificanon 64 F.R. 73824, published July 16, 1998,
Y See, for example, the October 2, 1998 letter W the edior of The Qfl Daily from Ms Cynthia Quarieriman,

Director, Mincrals Management Service, where she says "] continue to be buffled by independent oil compsnies

being told, and believing, thal the proposed oil valuation repulations will increase their royalty obligations. This is
simply nol true.”
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+ Independent producers who sell arm’s length have specific concerns with the burden imposcd
by MMS’ “newly minted™ duty 1o market. They are concerned that MMS may choose 1o
look through gross proceeds 1n an attempt to find whether marketing costs have been
deducted.  This could subject even those who sell outright at the lease to additional

uncertainty and costs. ‘The proposed rule does not address this issue and the impact on small
praoducers could be substantial.

¢ [ndependent producers with marketing affiliates would be directly affected by the proposed
rule. MMS has also failed t¢ properly address the fact that the proposed rule will also impact
royalty payors who: (a) are independent producers, with no refining capacity; (b) are small
businesses, as defined by the SBA; and (¢) have a marketing affiliate. This type of producer
will have to value 115 oil using MMS’ proposed index-based method when transacting with its
markening affiliates. Because the MMS has not accounted for the umpacts on this kind of

seller, the MMS has underestimated the economic impacts, the paperwork cflects, and the
small hnciness impacts of the rule

¢ MMS continues 10 insist that only 45 payors will be affected by the proposal, and that only
mne (or ten) of those arc small busincsses as defined by the US Small Business
Admimstration.  We assume that the MMS is using the definition of 1500 or fewer
enmployees, but MMS did not clarify this in their report. By hmiting the analysts to refiners.
MMS simply assumes that independent producers arc unaffected. This is not the case

¢ If the lessee 1s required to value crude oil using one of the proposed non-arm’s-length
methods. it will likely end up overpaying royalties These overpayments will result from the
requirement that in most cases royalty values are to be based on downstream market valucs

rather than lease market values. MMS” allowed adjustments will not correct this mismaich
bhetween markets.

¢ Finally, the further supplementary proposed rule specifies a number of ambiguous
recordkeeping requirements necessary 1o show how the iessee or its affiliate calenlated value
for royalty purposes. Complying with each of these requirements will require substantial
recordkeeping time, and MMS must consider the impact of the further supplementary
proposed ruie on this estitnate of burden

7. TAKINGS: EXECUTIVE ORDFER 12630

MMS" “Record of Compliance for Rulemaking™ submitted to OMB states that, “In accordance
with Executive Order 12630, this further supplementary proposed rule does not have signiticant
takings impheations” In addressing the requitaincuts of Executive Order 12630 in the proposed
rule itself, MMS was replying to a comment received on its February 1998 proposal in which the
commenter argued that “the proposed rule deprives lessees of their constitutionally protected
property nights when royalties are paid basced on a higher than actual lease sales price.” The
commenter argued that because a taking would occur if the proposed rule were adopted, MMS s
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required to propare a Takings Implication Assessment pursuant 10 Executive Order 12630, MMS
replied that, “Disagreements over methods of valuing production for royalty purposes do nat

change the property relatouship between the lessee and the Federal lessor, and do not operate o
- N \S]q
deprivce the lessee of any property inlerest.

It appears from MMS® reply that it misunderstood the fundamental nature of the property right
regarding which the commenter was asserting a takings issue. The takings 1ssue is not simply a
question of disagreement over how to value production at the lease for royalty purposes. Rather,
the relevant issue requining analysis appears to be whether the proposed rule would have the
effect of denying to certain lessees or their affiliates the rights to the economic returns of their
vestments and efforts i downstream marketing and distribution capabilities.

To see this distinction, 1t helps to lay out specifically some of the distinct elements of the value
of crude ol delivered at some location removed from the lease (such as at a market center,
aggeregation point, or refinery). In broad terms, as discussed earlier, the value of a given quantity
of crude oil at some point of disposition equals the value of that oil ar the lease plus value added
to that oil after 1t leaves the lease. The value added to the oil alter it leaves the lease includes
(but is not limited t0) value added by transportation to a different location, by downstream
marketing activities,® by aggregation of volumes, by storage, by risk-bearing services, and Ly
other activitics. Because supply and demand factors may differ from location to location, part ol
the value added by marketing activities consists of identifying where production can be sold for
the highest price, and moving 1t 1o that location. Downstream service providers earn a profit for
providing services and accepling risks. The market value of the services they provide - their
costs of domg business plus a return on their invested capital (physical and human) — is one of
the elements of the value added 10 production downstream of the lease. Civen these facts, it
tollows that simply subtracting “aciual transportation costs” from a downstream market value
does not lead 1o a measure of value at the lease.

This value is added downsiream whether the services and risk bearing are provided by u lessee
{or affiliate) or by an independent marketer (who may purchase the production at the lease in an
urms-length transaction).  Nevertheless. the proposed rule would treat these two kinds ol
scenarios differently. This is where a potential takings issue arises. To see this. compare two
arms-length sales by a lessee: one at the lease and one away from the lease. If a lessee sells its
oil at arm’s length at the lease, it would pay royalties under the proposed rule based on its “pross
proceeds™ received at the lease. If the same producer performs its own transportation and
marketing and disposes of this same oil away from the lease, it would pay royaltics under the
proposed rule based on its “gross proceeds™ received at the point of sale, less a deduction tor the
lessee’s actual cost of transportation (as defined under the proposed rule).

As can be seen from the discussion of value added by downstream transportation and marketing
activities, the value assigned in the second case will be greater than the value assigned to the

64 bed. Rey 73838-39

" Marketers provide valuable services that mvolve not lust moving o1l from one Jocation to another but also
agpregating oil, finding buyers, mamtaming long term relationships wath buyers, contracumg, wacking markets, and
timing sales. Marketing activities also entail the bearing of risks o price fluctuations, loss duc 1o spills or
transportation failure, credit nisk of purchasers and force majeure.
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same production in the first case. This 15 because only transportation costs, and not the valuc
added by’ downstream activities, have been deducted from gross proceeds. It follows from this
exposition that. in the second case, the Federal povernment would reccive a royalty that in pan
represents some of the costs incurred and profits generated by the lessee in its downstream
activities. This resull is in direct contradiction to MMS’ consistent statements (hat the intention

of its rulemaking is for the Federal government to receive its royalty share of the market value ar
the leuse °

Because the proposed valuation meihod would result in MMS™ collecting a share of the
relurns (0 privaic downstream Invesimenis (which constitute private property) in
transportation and marketing services, the proposed rule appears (o have takings
implications.

According to the U.S. Attorney General’s “Guidelines for the Evaluation of Risk and Avoidance
of Unanticipated Takings.,” “a ‘significant takinps implication” exists when, on the basis ol
available information, the decisionmake: concludes as to any policy or action with a takings
inplication that: the proposed policy or action poses 2 substantial risk that a taking of private
properly may result, or insufficient information as to facts or law exists to enable an accurate
assessinent of whether significant takings consequences may result from the proposed policy or
action.”™®  When a policy or action has significant takings implications, “An agency must
evaluate its adminisrrative and regulatory policies and actions that affcct, or may affect, the use
or value of private property.” On this basis, the Attorney General’s Guidelines appear 1o require
that MMS perform a Takings linplications Assessment.

8. CONCT.USIONS

MMS has siated time and again that the primary objective of its proposed rulemaking is to
cstablish a inarket value of crude oil at the lease. Feasible market-driven valuation alternatives
arc available that (a) would more reliably yield a market value at the lease and (b} would be far
less burdensome on both industry and the government. In making our comments on the
proposed rule, our intention has been to assist in the exploration of these alternatives and i1n the
development of an effective and workable rule

In peneral, we find that

¢ MMS has noi performed the analysis required to support the choice of ity favored
valuation method

" See, ¢ g, MMS News Release. February 5, 1998 “rayalty payments {should be| based on no more than the vedue
of production i the lease.” [emphasis added] And, 62 Fed. Reg 3747, Tanuary 24, 1997, *“T'he purpose of these
gdjustments and allowances 1s to refiect value differences for crude oil production of different qualities and at
differcnt locations to derive a vaiue ar the lease lemphasis added)

" Section 1V of the Guidelines.

Barcnis Group LLC

)
L

January 31, 2000

§ PR P hane N Repreor 100 ) 2 30V deepiu HHascptvllepusr dre



Sent by: BARENTS GROUP LLC 2025338573; 02/C1/0C 0:35; Jetfax #990;Page 33/40

®  MMS has not adequaiely supported its decision to dismiss competing alternatives
Jfor accomplishing its objective.

¢ The proposed rule imposes undue administrative costs and uncertainty on the
public secror and that MMS' own analysis has undersiated those costs

Voluminous comments have been provided 1o MMS explaining the deficiencies and burdens

inherent in its previous valuation proposals. We find that many of these same deficiencies and
burdens are inherent in 1ts latest proposal. MMS s1ill has not acknowledged these fundamental

problems. In response to the many comments, MMS has made only small changes in the

valuation model it originally proposed three years ago. None of the changes remedy the basic
{laws that we and others have pointed out from the start.

In 1ls most recent proposal, MMS did not give sufficient consideration to alternative approaches
that are [ar simpler, more market onentated, and more apt to yield a market value at the lease

We suggest that MMS study caretully the tendering and royalty-in kind programs that arc
curteutly 1 place. We also supgest that MMS study caretully the likely outcomes under tis
proposed indexing formula so that it can fairly make comparisons with altemative policies.
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